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Report To The Congress 
OF THE UNITED STATES 

Outlook Dim For Revised 
Accounting System Needed 
For Changing Telephone Industry 

About 4 years ago, the Federal Communica- 
tions Commission began to develop a new reg- 
ulatory accounting system for the telephone 
industry. The existing system does not serve 
the information needs of the regulators or 
the industry, particularly with the trend 
toward competition. Progress on the new 
system has been slow and the outlook for its 
early implementation is dim. A myriad of 
problems remains to be solved. 

The Congress is considering amending the 
Communications Act of 1934 to allow less 
regulation and more competition for the 
telephone industry. Such legislation would 
increase the need to expeditiously develop a 
revised accounting system for the industry. 

This report recommends several ways to speed 
up progress, including formally appointing an 
overall coordinator, providing adequate re- 
sources, identifying specific user needs, and 
planning effectively. The Commission consid- 
ered this report constructive and advised GAO 
of corrective actions it plans to take. 
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To the President of the Senate and the 
Speaker of the House of Representatives 

A revised Federal regulatory accounting system for 
the telephone industry is needed so that companies can file 
lawful rates promptly with adequate cost support. This re- 
port summarizes our review of the Federal Communications 
Commission’s approach to revising its existing system. The 
report also contains recommendations to the Commission for 
improving its planned implementation and use of the revised 
system. 

Our review was initiated because the Congress, which 
for some time has recognized the trend toward competition 
in the communications industry, is currently considering 
legislation which would reduce regulation and encourage 
competition. And, the Congress is looking to the Commis- 
sion for prescribing an accounting system that would aid 
in achieving this goal. 

Copies of this report are being sent to the Director, 
Office of Management and Budget and to ‘the Chairman, Federal 

of ihe United States 
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COMPTROLLER GENERAL'S OUTLOOK DIM FOR REVISED 
REPORT TO THE CONGRESS ACCOUNTING SYSTEM NEEDED FOR 

CHANGING TELEPHONE INDUSTRY 

DIGEST ------ 

Historically, the telephone industry has 
been regulated on the premise that it is a 
"natural monopoly." Over the past several 
years, however, the Federal Communications 
Commission has allowed competition in some 
areas of the industry, notably for terminal 
equipment and intercity communication. 

A more competitive industry will require a 
new regulatory approach. About 4 years ago 
the Commission began to develop a revised 
Uniform System of Accounts for the industry 
to provide better current information to 
Federal and State regulators, industry man- 
agement, and other users. In particular, 
the new system is intended to make it 
possible t o determine the cost of specific 
telephone services-- to improve regulatory 
rate review and detect anticompetitive 
pricing practices. 

GAO believes that unless a myriad of prob- 
lems is solved, the outlook is dim for 
early implementation--and effective use-- 
of the new system as proposed by the Commis- 
sion. Our outlook is based on 

--weaknesses in the Commission's approach to 
developing the system and planning for its 
implementation, 

--concerns raised by State regulatory com- 
missions about some aspects of the pro- 
posed system, and 

--criticisms voiced to the Commission by 
industry representatives and other 
interested parties. 

The Commission's approach to developing a 
revised system has been characterized by 

--a lack of continuous overall direction 
and coordination by a high-level official, 
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--limited involvement of the Commission's 
accounting staff even though it has formal 
responsibility for system revision, 

--assignment of various staff members on a 
sporadic and fragmented basis, 

--lack of involvement in system conceptuali- 
zation by many of the system's ultimate 
users within the Commission, and 

--minimal contact with representatives of 
State regulatory commissions, the telephone 
industry, and other interested parties 
during systems conceptualization. 

While any one of these weaknesses has some 
adverse effect on system revision, their 
collective impact will likely be severe. 
If not corrected, they will inhibit timely 
and effective revision of the system. 

Even after the system design is complete, 
the Commission will need to be in a posi- 
tion to use it. For example, 

--a systematic way of assuring that reported 
data is consistent and reliable is needed, 

--necessary resources should be available to 
effectively and efficiently process the 
data reported, and 

--system outputs need to be specified for 
the intended users within the Commission. 

At the time of GAO's review, the Commission 
had done only minimal planning for these 
needs. 

In response to a GAO questionnaire, State 
regulatory commissions identified several 
major problems that could arise if they use 
the revised system. The Commission must 
work more closely with State regulatory 
commissions to avoid imposing duplicate 
reporting burdens on the telephone industry. 

Respondents to the Commission's initial 
proposal for a revised system expressed con- 
cerns about the complexity and cost of and 
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time frames for revising the system. Other 
concerns expressed included a need to con- 
sider the impact of the revised system on 
(1) the existing separations procedures 
whereby telephone property costs are appor- 
tioned between interstate and intrastate 
operations and (2) methods of allocating 
cost to various telephone services. Also, 
respondents cited the need to identify the 
reporting requirements to be placed on the 
industry. 

RECOMMENDATIONS TO CHAIRMAN, FEDERAL 
COMMUNICATIONS COMMISSION 

GAO recommends that the Chairman: 

--Formally appoint a sufficiently high-level 
official to provide continuing and consis- 
tent direction and to monitor progress 
being achieved. 

--Assign responsibility within the Commission 
for all phases of development and implemen- 
tation, 

--Define the specific needs of intended users 
of the revised system within the Commission. 

--Improve the mechanism and procedures for 
coordination with State regulatory commis- 
sions to avoid imposing duplicate account- 
ing and reporting burdens on the industry. 

--Assess the resource needs of the Commis- 
sion to provide an appropriate level of 
monitoring and to effectively and effic- 
iently use reported information after 
system development. 

--Explain how system development will be 
coordinated with other major actions 
which may be required, such as revising 
separations procedures and determining 
appropriate cost allocation methodologies. 

--Identify the reporting requirements that 
the industry will need to follow. 
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COMMISSION COMMENTS 

The Commission stated that GAO's,report was 
critical, but very constructive. Therefore, 
the Commission believed GAO's report would 
be useful in the future development of the 
Uniform System of Accounts. 

The Commission said it would take several 
managerial steps to alleviate many of the 
deficiencies discussed in this report, in- 
cluding establishing a task force, headed 
by a senior staff member and composed of 
individuals with appropriate backgrounds 
and expertise, to design the revised system. 
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CHAPTER 1 

INTRODUCTION 

The advantages and disadvantages of lessening or even 
eliminating longstanding Federal regulation of certain major 
industries is an "in" topic --capturing the attention of the 
Congress, the executive branch, the private sector, and the 
public. Deregulation of the airline industry has been viewed 
positively by many, if not most, observers, and now legisla- 
tion has been introduced to deregulate other major industries, 
including the railroad, trucking, and telecommunications 
industries. 

For over 40 years, the Federal Communications Commission 
has regulated the telecommunications industry under the Com- 
munications Act of 1934. The Commission's regulatory policies 
and practices have been influenced by various factors, 
including technological changes and the political climate. 
Recently a major thrust has been to push for more competition 
in the industry, which historically has been dominated by one 
giant corporation --the American Telephone and Telegraph 
Company (AT&T). 

In the 96th Congress, three bills have been introduced 
to rewrite or amend the Communications Act. While each bill 
varies from the other, they all aim at encouraging a more 
competitive environment, and each would lessen the degree of 
Federal regulation. Also, each would authorize the Federal 
Government to continue to prescribe accounting practices for 
the telephone industry; in Senate and House hearings on these 
bills in 1979, the accounting requirements were the subject 
of much debate. 

why? Because adequate and accurate accounting informa- 
tion can be crucial to determining whether anticompetitive 
pricing practices exist. In an industry where one dominant 
corporation offers both monopoly and competitive services, 
the advantages of competition could be greatly diminished 
if profits from monopoly services are subsidizing, or cross- 
subsidizing, the competitive services. An accounting system 
that adequately and accurately captures cost information by 
type of service can help detect whether such practices occur. 

The Uniform System of Accounts, which the Commission now 
requires telephone companies to follow, does not provide cost 
information by type of service. However, in June 1978 the 
Commission adopted a formal rulemaking to develop a revised 
system which is intended to provide this information. (Dur- 
ing congressional hearings on the proposed rewrite of the 
Communications Act, AT&T officials testified that they too 
lacked an internal system to identify cost by type of service.) 
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Since an appropriate accounting system is integral to 
implementing the Nation's future telecommunications policy, 
we looked into the progress and problems the Commission faces 
in developing a new system. Because the Commission's proposed 
system had not been finalized, we limited our review to evalu- 
ating the Commission's approach to developing and planning 
the implementation of the new system. 

SCOPE OF REVIEW 

We made our review primarily at the Commission's Washing- 
ton, D.C. headquarters. We reviewed current and proposed 
legislation, congressional testimony, and agency documents 
and reports. We also interviewed Commission officials. We 
reviewed written comments of industry representatives and 
other interested parties in response to the Commission's pro- 
posed system and interviewed selected representatives. In 
addition, by using questionnaires, we obtained the views of 
State regulatory commissions. 
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CHAPTER 2 

A PERSPECTIVE: 

THE INDUSTRY AND ITS REGULATION 

To appreciate the environment in which Federal regulatory 
policy for the telephone industry is formulated, the nature 
and structure of the industry must be understood. Major fac- 
tors which shape the environment are: 

--AT&T's domination of the industry. 

--The relationship between AT&T and about 1,500 inde- 
pendent telephone companies. 

--The rationale and nature of Federal and State regula- 
tion over the years. 

--The growing significance of competition in an industry 
historically considered a natural monopoly. 

THE TELEPHONE INDUSTRY 

In 1978, the telephone industry generated about $50 bil- 
lion in operating revenues and employed over 1 million indi- 
viduals --roughly 1 out of every 200 Americans. The industry 
is dominated by AT&T, also known as the Bell System, which 
includes: 

--23 wholly- or partially-owned telephone operating 
companies. 

--Its Long Lines Department, the interstate and overseas 
operating unit. 

--The Western Electric Company, the manufacturing arm 
and supplier. 

--Bell Laboratories, the research and development arm. 

The Bell System's operating revenues in 1978 were about 
$42 billion. AT&T provides about 81 percent of the telephone 
service in the United States, as measured by the number of 
telephones, and accounts for about 84 percent of domestic 
telephone operating revenues. 

Over 1,500 other telephone companies, known as independ- 
ents, serve about half the geographic area of the United 
States--mainly rural and suburban areas and small towns. The 
independents, which include cooperatives financed by the Rural 
Electrification Administration, account for about 19 percent 
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of the telephones in use and employ about 180,000 persons. 
Five holding companies account for about three-fourths of the 
independents' share of the market. 

Most nationwide telephone service is provided by the Bell 
System and by the independents interconnecting any two of the 
Nation's almost 170 million telephones. The Bell System's 
operating companies provide both local and long-distance 
service. The independents operate separately from the Bell 
System in providing local service, but usually they must tie 
into the Bell System for ldng-distance service. 

Percentage 

100 

COMPARATIVE STATtSTlCS 

The Bell System and tndepandent Telephone Companies 

Independents 

LAND AREA COMPANIES TELEPHONES OPERATING PLANT EMPLOYEES 

REVENUES INVESTMENT 

RATIONALE FOR AND NATURE OF REGULATION 

The Communications Act of 1934 accomplished two things-- 
(1) it consolidated the regulatory powers formerly exercised 
by various Federal agencies and turned them over to the Fed- 
eral Communications Commission and (2) considerably broadened 
the scope of such regulation. ,A major purpose of the act was 
to make available, as far as possible, to all the people of 
the United States a rapid, efficient, nationwide, and world- 
wide wire and radio communication service with adequate 
facilities at reasonable charges. 
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The Commission regulates interstate and foreign 
communication, which includes the telephone industry. Purely 
intrastate telephone service is not, in general, subject to 
Commission jurisdiction but comes under the authority of State 
regulatory commissions. 

The Communications Act requires every subject company to 
furnish service at reasonable charges upon reasonable request. 
Companies may not construct, acquire, or operate lines for 
interstate or foreign communication without Commission ap- 
proval. Likewise, they cannot discontinue or curtail service 
without Commission approval. All their charges, practices, 
classifications, and regulations must be just, reasonable, and 
not unduly discriminatory. Telephone companies must file pro- 
posed rates with the Commission. 

The Commission has authority to prescribe the forms of 
records and accounts to be kept by telephone companies and 
under this authority has prescribed a Uniform System of 
Accounts. Under that system, companies file monthly and 
annual reports with the Commission giving specified financial 
and operating information. The Rural Electrification Adminis- 
tration requires the telephone cooperatives it finances to 
follow the same system, as do most State regulatory commis- 
sions. 

Natural monopoly--the rationale 
for regulation 

Historically, the Commission has regulated the industry 
on the premise that it is a natural monopoly with certain 
attendant benefits. A key attribute of a natural monopoly 
is that a single firm can supply the entire market more 
cheaply than any combination of firms. To retain the benefits 
of the natural monopolist’s low-cost production while prevent- 
ing the exploitation of its position, regulation is imposed. 
Unregulated monopolists may, for example, produce too little, 
charge prices too high when compared with a competitive situa- 
tion, engage in discriminatory pricing, and reap monopoly 
profits. 

TREND TOWARD COMPETITION 

Both technological innovation and increased demand for 
communications, including telephone services, are generating 
controversy over whether a natural monopoly continues to exist 
in various sectors of the industry. The telecommunications 
industry-- which is dominated by the telephone industry--can 
be divided into three sectors: 



1. 

2. 

3. 

Local servicer sactot-primarily the telephone 
industry and Firms which enable users to originate 
calls to a defined-local calling area and to receive 
incoming calls, and which provide access to and from 
the long-distance network. 

Terminal equipment sector--firms which produce equip- 
ment caPable of sending and/or receiving information 
over a communications channel through which users 
gain access’to the telecommunications network. For 
residential us’ers, terminal equipment is often the 
basic telephone hand8e.t. For business users, it may 
be more sophisticated and provide more services. 

Intercity transmission sector--firms which transmit 
voice and record communications between cities. 
This long-distance transmission may use wire, micro- 
wave relay stations, or satellite facilities. 

The local services sector generally continues to be regu- 
lated as a natural monopoly. For the other two markets, the 
Commission has decided over the last several years to allow 
competition. 

We discussed the trend toward competition in the tele- 
communications industry in more detail in an earlier report. 
("Developing a Domestic Common Carrier Telecommunications 
Policy: What are the Issues?" Jan. 24, 1979, CED-79-18.) 
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CHAPTER 3 

A NEW ACCOUNTING SYSTEM BEING 

DEVELOPED FOR A NEW ENVIRONMENT 

To meet new information demands of the changing regula- 
tory environment, the Federal Communications Commission has 
recently undertaken an effort to revise the existing Uniform 
System of Accounts for telephone companies. The impetus for 
restructuring the existing system has come from several 
fronts --Federal and State regulatory bodies, industry manag- 
ers, and other interested parties. Legislation has been 
proposed recently which would alter the nature of Federal 
regulation and increase the significance of a new accounting 
system to'fulfill new regulatory goals. 

ORIGIN AND NATURE OF THE PRESENT SYSTEM 

In 1913, the Nation's telephone companies first became 
subject to a uniform system of financial accounts established 
by the Interstate Commerce Commission, whose regulatory con- 
trol then included telephone and telegraph companies. The 
Communications Act of 1934 established the Federal Communica- 
tions Commission, and in 1935 the Communications Commission 
adopted the existing Uniform System of Accounts, which was 
based on an earlier system. Although the system has been 
modified occasionally, its basic structure has remained essen- 
tially the same since 1935. 

The Commission has used the system to review the opera- 
tions of the telephone companies subject to its jurisdiction. 
The existing system encompasses both balance sheet and income 
statement accounts, both of which focus on companywide finan- 
cial and operating data. Historically, the system has been 
used by the Commission to review matters such as overall 
investment and expense levels, property valuation, and depre- 
ciation rates. It has also provided a basis for the Commis- 
sion's review of overall revenue requirements, including a 
determination of a fair rate of return. 1,' 

The existing system was established in an era when tele- 
phone companies offered only two basic types of service-- 

i/In judicial review of rate cases, the guideline generally 
followed has been that return must be (1) commensurate with 
returns in nonregulated enterprises with corresponding 
risk and (2) sufficient to assure confidence in the finan- 
cial integrity of the enterprise so as to maintain its 
credit standing and to attract capital. 
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local and long distance. Today, a large variety of services 
is available, including local exchange service, long-distance 
message telecommunications service (&ITS), wide area telephone 
service (WATS), digital data service (DDS), and various pri- 
vate line and specialized services. 

IMPETUS FOR REVISING THE EXISTING SYSTEM 

Tremendous technological changes along with regulatory 
policy shifts have allowed competition to be introduced into 
some sections of the telephone industry. The industry now 
comprises companies offering both monopoly and competitive 
services, as well as companies that provide only competitive 
services. Because of that composition, both the Commission 
and the Congress recognize a need to establish procedures 
to ensure that a company offering both monopoly and competi- 
tive services does not cross-subsidize its competitive 
services with revenues from its monopoly services. 

In recent years, the Commission's rate cases have dealt 
increasingly with rate levels and rate structures of specific 
services, 'and less with overall, companywide rate of return 
and revenue requirements. The primary ratemaking criterion 
has become cost by specific service, lJ which the existing 
Uniform System of Accounts does not provide. In support of 
proposed rates filed, Bell has been forced to rely on special 
cost studies to supplement the system's data. 

The Commission has not, however, been satisfied with 
these special studies, believing they were 

"incomplete, arbitrary, speculative, inaccurate, 
superficial, unauditable or otherwise flawed, 
largely because the information necessary to 
perform an adequate study is not available to Bell 
(or other carriers)." 

The Commission believes that 

"the adoption of an improved accounting system 
would permit the Bell System to file lawful rates 
in a timely manner with adequate cost support." 

L/"Cost of service" usually includes all expenses necessary to 
provide the required service, including operation and main- 
tenance, depreciation, amortization expenses, taxes, and an 
allowance for the use of capital. Specific services in the 
telecommunications industry include local exchange service, 
long-distance message telecommunications service, etc. 
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